HEALTH ECONOMICS
Health Econ. 21: 41-54 (2012)
Published online in Wiley Online Library (wileyonlinelibrary.com). DOI: 10.1002/hec.1813
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It is proper to preamble an essay of this sort with the observation that anyone who has received health care
for a serious illness is likely to agree that, with few exceptions, health care sectors in the USA and
elsewhere tend to be staffed with millions of smart and highly trained professionals who sincerely seek
to improve the quality of their patients’ lives. Their admirable clinical efforts, however, are embedded in
a ceaseless struggle over money. That struggle is the focus of this essay.

Every health care system naturally pursues two distinct goals, as is illustrated in Figure 1, namely (1)
enhancing the quality of patients’ lives and (2) enhancing the quality of lives of those who provide real
resources to the process of health care (Reinhardt, 1987). Patients also play a dual role in this setting, of
course. They are both objects of human compassion and biological structures yielding cash flows, which
in the USA can be openly traded on the stock exchanges (Reinhardt, 1999). A strictly observed etiquette
in public debates on health policy, however, is never to talk openly about the second goal of health care.
Any proposal to enhance the second goal therefore must be styled to seem to further the first goal—e.g.
‘enhancing the quality of patient care’, ‘innovating to create value for patients’, ‘saving lives’, and so on.
This essay will stray from that tradition.

Given that every dollar of health care spending is someone’s health care income, including fraud, waste,
and abuse, there must exist a surreptitious political constituency that promotes at least waste, which many
health-policy experts around the world now view as a major ingredient of health spending. The long-standing
opposition to cost-effectiveness analysis in the US Congress, for example, can be viewed in part that waste-
constituency’s work (Carpenter, 2005). That opposition, in turn, can explain why health care spending per
capita for statistically similar individuals varies by a factor of 2 to 3 across the USA, and even within one
state, and why that variation has been passively countenanced by policy makers, without any sign of curios-
ity of what added benefits, if any, patients in the high-cost areas receive for the higher spending (see, e.g.
New Jersey Commission, 2009a; Dartmouth Atlas of Health Care, 2011).

Policy makers in most other countries have allocated substantial market power to the payment side of
health care in Figure 1, including the direct or indirect regulating of prices for health care by government
(Marmor et al., 2009). For example, while the Swiss health system is sometimes viewed in the USA as a
model for a ‘market approach’ to health care and of an arrangement that market devotees in the USA call
‘consumer-directed health care’ (Herzlinger and Parsa-Parsi, 2004), prices and many other facets of the
Swiss health system actually are heavily regulated by government (Cheng, 2010), as they are in most other
health systems outside the USA.

By contrast, US health policy always carefully and quite deliberately has been aimed at fragmenting the
payment side of the health system, to keep it relatively weak vis-a-vis the supply side. For example, during

*Correspondence to: Princeton University, Princeton, NJ, USA. E-mail: reinhard @ Princeton. EDU

Copyright © 2011 John Wiley & Sons, Ltd.



42 U. REINHARDT

The Health Care & Health Facet | | The Income--Employment Facet

> .
I
% Health-Care Spending Health-Care Incomes | 5 g
S HEALTH- = :
w Prices of Wage Rates T o
o Health-Care Rates of I'ol' [
= Goods and CARE Return to prs E
m Services Capital, etc. E w
o = 2
w SECTOR = <
T Health-Care Real resources (o) ©
=
OBJECTIVE A: OBJECTIVE B:
Enhancing the patients’ Enhancing the
quality of life “providers” quality of life

Figure 1. The terrain of the health care battle field

the health reform debate of 2009-2010, Jacob Hacker had proposed to include among the multiple health
insurance options to be offered Americans under age 65 at least one government-run health insurance plan,
like the federal Medicare program for the elderly. The very idea met with vehement opposition from the supply
side of the health care sector during the health reform debate of 2009-2010 (Hacker, 2008) (and, naturally, from
the private insurance sector as well). Noting that opposition, President Obama abandoned the idea preemptively
in order to curry the providers’ support for the rest of his health reform package. The providers’ opposition to the
‘public option’, as it was called, was fueled by fear of a more powerful payment side.

The purpose of this essay is to explore the implications of a relatively weak payment side for the cost of
health care in the USA. The thesis is that a fondness among Americans for new high-tech and often high-cost
technology, all too often with unproven effectiveness, may be only part of the reason why levels of health
spending are so much higher in the USA than elsewhere. More important factors are (1) the huge adminis-
trative overhead burdening American health care and (2) the much higher prices that Americans pay for iden-
tical health products and procedures (Anderson et al., 2003). These higher prices, as noted earlier, are
brought about by public health policies that have kept the payment side of the US health fragmented and
weak in the face of the supply side.

1. THE ECONOMIC FOOTPRINTS OF US HEALTH POLICY

Figure 2 illustrates the different economic footprints left behind by these different allocations of market power
nations make to the payment and the supply side of the health system. All nations in the OECD, of course, have
seen their health sectors absorb ever larger shares of GDP, but none have matched the USA for the sheer size of
the bite. According to the latest projection of national health spending published by government actuaries, the
USA spent 17.6% of GDP on health care in 2010. It is projected to spend about 20% in 2020 (Keehan et al.,
2011). An earlier long-run projection by the Congressional Budget Office, the research arm of the US Congress,
had put the percentage at 38% by 2050, if the spending trends of the past four decades continued unabated in the
future (Congressional Budget Office, 2007).

Demographic structure cannot explain the much higher health spending in the USA (see Figure 3). On the
contrary, the USA, with only 13.3% of its population aged 65 and above in 2009, spent $8000 in PPP$ per per-
son (the uppermost point in the graph). By contrast, Germany, Italy, and Japan, with over 20% of their popula-
tions aged 65 and above, spent less than half as much (the rightmost three points in the graph).
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Figure 2. Percentage of GDP claimed by health care, selected countries

In years past, American providers of health care as well as most politicians, business leaders, and the American
public had shrugged off these cross-national comparisons with the comforting mantra that ‘the American health
system is the best in the world, bar none’. In fact, however, a growing body of empirical research in the USA
(Commonwealth Fund, 2006; McGlynn et al., 2003) and elsewhere (Pritchard and Wallace, 2011; Banks et al.,
2006) has thrown doubt on that proposition. Just recently, for example, the US Business Roundtable released a study,
assisted by 12 distinguished health economists, reporting that relative to health spending levels in the rest of the OECD,
the USA faces a 24% value gap relative to Canada, Germany, Japan, and the UK (Business Roundtable, 2009).

More ominously, in a recent paper entitled ‘How Health Care Can Save or Sink America’, Peter R. Orszag
has argued no less than that ‘the United States’ fiscal future depends on whether the country can limit health
care costs’ (Orszag, 2011). That assessment is not to be taken lightly. Orszag, a distinguished economist,
had served in 2007-2008 as director of the Congressional Budget Office, and during 2009-2010 as President
Obama’s director of the White House Office of Management and Budget (OMB). He bases his dire assessment
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Figure 3. Per capita health spending (in PPP$) and age structure, OECD 2009
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on the fact that roughly half of total national health spending in the USA now flows through increasingly
constrained federal or state-government budgets. Given the manifest reluctance of Americans to pay added
taxes, even for services they actively demand of government, health spending is now pitted against and usually
eats into other important priorities in public budgets, such as education, science, and infrastructure.

2. MAJOR DRIVERS OF US HEALTH SPENDING: ADMINISTRATIVE EXPENSES AND PRICES

2.1. Administrative costs of US health care

In 1996, the McKinsey Global Institute issued a report comparing the performance of health systems in the USA,
the UK, and Germany in 1990 (McKinsey, 1996). The researchers, guided by four distinguished American econ-
omists, tracked in detail the real resources used in treating four standard diseases in 1990. The real-resource use
could then be priced out with ‘1990 US dollars in purchasing power parity (PPP)’ to facilitate a decomposition
of the treatment cost in one monetary unit. Figure 4 illustrates the decomposition for the USA—-Germany
comparison.

The McKinsey researchers found that Americans spent significantly more on administrative overhead than
did Germans (Figure 4), although less on clinical care proper. In fact, the savings on clinical resources in the
USA were almost fully chewed up by higher administrative costs. Probably, the $259 per capita spending in
the category ‘Other’, which the McKinsey researchers could not identify, included additional administrative
expenses as well.

Figure 5 is my amateurish sketch of the so-called ‘value chain’ in health care (Porter, 1998) in US health
care. It highlights the legions of nonclinical enterprises that seek fiscal nourishment in that chain. There are
such enterprises in any modern health system, of course. However, in probably few, if any, other country
has the health care fray drawn in quite as many camp followers, so to speak, as has US health care.

A typical American academic health center, for example, may deal with several hundreds of different private
health insurers, each with their own benefit packages, coverage rules, and fees. It requires literally several hun-
dred billing clerks just for one center, and they all have their counterparts in the insurance industry. As would
any hospital, an academic health center also has a sizeable ‘compliance staff’ charged with keeping the center in
compliance with ever more complex government regulations, especially those on billing to public insurance
programs. There are outside companies that help physicians bill private or public insurers for services rendered,
and that help them to receive maximum payments from these third-party payers. Other niche companies help
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Figure 4. Decomposition of the spending differential USA versus Germany
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Figure 5. The ‘value chain’ in US health care

insurers protect themselves from excessively aggressive billing by health care providers. Finally, there are
niche firms that help patients with claims processing and argue on patients’ behalf with doctors and hospitals
over medical bills. I cannot think of any other OECD countries needing such an army of overhead workers just
to bill insurers or process claims.

A study by Woolhandler and Himmestein in 2003 had shown a large estimated difference in spending on
administration between the US health system and Canada’s single-payer system (Woolhandler and Himmel-
stein, 2003). Commenting critically on that study, Brookings Institution economist Henry Aaron nevertheless
opened his critique with this description of the US system:

I look at the US health care system and see an administrative monstrosity, a truly bizarre mélange of
thousands of payers with payment systems that differ for no socially beneficial reason, as well as stagger-
ingly complex public systems with mind-boggling administered prices and other rules expressing distinctions
that can only be regarded as weird. (Aaron, 2003)

Unfortunately, the high cost of this ‘administrative monstrosity’ loads itself fully onto the health care value
chain and thus on health spending per capita.

In the above cited McKinsey study, the researchers also found that Americans were estimated to have used
far fewer real resources per capita for health care than did Germans in 1990, but they paid much higher prices
for these inputs than did Germans. That cost driver has never attracted as much attention in US policy debates
as it ought to have received.

2.2. Cross-national comparison of prices

In an article entitled ‘US Health Care Costs: The Untold True Story’ (Pauly, 1993), Mark Pauly argued that the
true cost burden of a nation’s health care sector is not properly measured by ‘total national health spending’ at
all, but by the opportunity cost of the real resources absorbed by the health care sector. Pauly showed that many
nations with much lower health spending per capita than the USA actually appeared to devote significantly
more human resources to health care than did the USA. He concluded that ‘when politicians and policymakers
ask, “How does Germany (or Canada or the United Kingdom) do it?” a large part of the explanation for a lower
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GNP share is that they pay health professionals less—not just physicians, but nurses and technologists, too’.
(pp- 32-33).

Lower prices for health care inputs, of course, do not necessarily lead to a smaller supply of real resources
for health care, nor to lower quality. Even if they did, that loss would have to be compared with the added quality of
life that lower health care prices would bestow on the rest of society—e.g. not crowding out spending on educa-
tion, science, and infrastructure. Lower prices will, however, detract from the quality of life enjoyed by the
providers of health care.

The International Federation of Health Plans annually surveys its members in different countries on the
prices they pay for a set of standard health care procedures and products (International Federation of Health
Plans, 2010). Table I is a summary of these prices for selected procedures or products. Because it is very
difficult to obtain accurate and truly comparable data on these prices, one should view individual numbers in
the table with some caution. Overall, however, the data do suggest that, on average, Americans pay far more
for a given set of real health care resources than is paid for those same resources in other countries.

More recently, in a study reported in Health Affairs, Laugesen and Glied compared the fees paid to physicians
for primary care and hip surgery in a number of countries. The authors found that American physicians were paid
considerably higher fees not only for hip surgery but also for primary care (Laugesen and Glied, 2011).

It is true, of course, that Americans use some high-tech, high-cost procedures—imaging and cardiac proce-
dures—more frequently than do their counterparts in other countries, which can account for some of the differ-
ential in per-capita health spending (Pearson, 2009). But there is little doubt that differential prices across
countries for the same service or product play a major part. They are a product of the way in which the health
insurance system of the USA is structured.

3. THE US HEALTH INSURANCE SYSTEM

Figure 6 depicts the highly fragmented flow of funds from households, the ultimate payers for all health care, to the
providers of health care through various pumping stations along the way, namely the federal government, state
governments, employers, and other private payers (e.g. foundations) other than individuals whose out-of-pocket
payments flow directly to providers. Not all of the money sucked out of households by these pumping stations
flows through to the providers of care. Some of it is retained to cover the cost of administration, marketing, and,
in the case of for-profit insurers, profits. Furthermore, not all funds flowing to the providers of health care actually
procure inputs for health care proper. As noted earlier, the providers, too, have huge administrative costs coping
with the plethora of insurance firms that pay them.

Table I. Cross-national comparison of prices paid by private health plans for selected procedures or products in 2009

USA

Canada France Germany  Switzer-land Low Average  95th Percentile
CT scan: head $65 $179 $287 $360 $82 $464 $1430
MRI scan $304 $398 $632 $874 $509 $1009 $2590
Normal delivery® $2667 $3768 $2147 $3485 $6379 $8435 $13799
Appendectomy® $3810 $2795 $3285 $2570 $7758 $13123 $25344
Coronary bypass surgery” $22212 $16325 $27237 $11618 $37793 $59770 $126 182
Angioplasty® - $7666 $6055 $5223 $18283 $29055 $60448
Hip replacement® $10753 $12629 $15329 $6683 $21247 $34454 $75369
Nexium $32 - $136 $69 $167 $186 $339
Plavix $76 $15 $99 $59 $148 $152 $161

“Physician and hospital fees combined.
Source: International Federation of Health Plans, 2010 Price Comparisons—Medical and Hospital fees by Country.
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Figure 6. The flow of funds in US health care, 2009

3.1. Public health insurance

About 31% of Americans are covered by public insurance programs, which in 2009 account, however, for 46%
of total national health spending because they cover mainly high-cost patients that otherwise could not be
served by private insurance without heavy public subsidies.

Roughly half of publicly insured Americans are in the federal Medicare program for the elderly. They have
the option of staying within the traditional Medicare program operated by the federal government or choosing
coverage by a private Medicare Advantage health plan—regular private insurers that also serve employers and
the individual market—paid a capitation by Medicare. Roughly 25% of beneficiaries now choose this option
(Kaiser Commission, 2010a). Each of the Medicare Advantage private plans negotiates fees with individual
providers of health care. Providers treating patients in traditional Medicare, on the other hand, are paid on
common, national fee schedules whose fees vary only by regional practice costs and some other adjustments.
These fees are administered prices set by government. How they are set is explained in easily readable docu-
ments accessible to the general public (see, e.g. Medpac, 2010).

Close to 16% of Americans are in the Medicaid program for low-income Americans, the blind, the disabled,
and the pauperized Medicare beneficiaries too poor to bear the sizeable out-of-pocket costs Medicare imposes
on its beneficiaries. Medicaid is administered by the states, each with its own definition of what constitutes ‘low
income’, although over 60% of its costs are borne by the federal government. These ‘threshold incomes’, as
they are called, vary from a low of 75% of the federal poverty level to 100% and even higher (Kaiser Commission,
2010b). A growing fraction—70% by now—of Medicaid beneficiaries have been contracted out by the states to
private managed-care plans that create their own networks of providers with whom to work and with whom they
negotiate fees individually (Kaiser Commission, 2010c). The remainder are in state-based programs administered
by the states themselves, at fee schedules set by each state.

Unless they are in the field and in military health care, military personnel and their families are covered by
the TRICARE program for active military personnel and their families. That program contracts with private
insurers to procure health care for the insured and negotiates fees individually with providers of health care.
These fees tend to be close to the public Medicare fee levels.

Finally, veterans receive much of their health care from the government-run and government-operated
Veterans Administration Health System that operates under a federal budget. It is no small irony, incidentally,
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that so many Americans find ‘socialized medicine’ abhorrent, all the while reserving for their revered veterans a
public program that is the purest form of socialized medicine.

3.2. Private health insurance

Roughly half of America’s population of 310 million are covered by private health insurance that is sponsored
by an employer and lost when the job is lost. That coverage comes in literally thousands of different versions,
each with its own rules. Employers may procure from insurers either full insurance or merely administrative
services and then self-insurance. The former procure from competing private insurers group policies that cover
all employees and contribute a large fraction (usually between 60% and something short of 100%) to the
premium, deducting a pro-rated remainder from the employee’s paycheck. Most of the large employers, how-
ever, now self-insure, contracting with insurance companies only for claims processing, negotiating prices with
providers, and ‘managing care’, a loose term referring mainly to utilization control, although it could also mean
coordinating health care for patients. Until now, only about 5% of Americans under age 65 have procured their
insurance coverage in the individual, non-group market. That number, however, is expected to rise significantly
when many of the hitherto uninsured will receive federal subsidies too as the result of the Affordable Care Act
(ACA) of 2010.

Chollet et al. (2003) estimated that in 2001, 2151 private insurance companies or insurance plans (e.g. health
plans managed by unions for their members) participated in the group policy market, and 643 operated in the
individual market. A good many of the latter, of course, are included in the 2151 estimate, as they sell coverage
in both markets. There are a few large insurance companies operating nationwide. Although none of them has
even a 20% market share of enrollees nationally, they can be highly concentrated regionally (Robinson, 2004),
with market shares of the five largest insurers typically well above 60% (AMA, 2007).

As noted above, each individual insurer in the USA must agree somehow on the prices for health care
services and products with each individual provider of health care, a process that entails considerable adminis-
trative expense. Insurers usually negotiate with hospitals one on one. Even if an insurer has a relatively large
market share in a local market, the insurer still may risk losing customers by excluding some hospitals (or entire
hospital systems) or large physician groups from the insurer’s network or providers. It appears to be the source
of the superior bargaining power of providers vis-a-vis private insurers. Moreover, contrary to popular opinion
during the health reform debate of 2009-2010, even by President Obama, the more insurers compete in a
locality, the weaker each is likely to be (Reinhardt, 2010a).

For physicians, private insurers tend to set fees unilaterally, usually at a fraction X of the Medicare fee sched-
ule, where X is normally larger than 1 but is occasionally smaller than 1. Fees are negotiated with individual
physicians or physician group practices only if the latter object to the size of X. In this market, large multispeci-
alty groups of physicians tend to have a comparative advantage in bargaining over fees. Yet different styles of
price negotiations are used for other procedures or health care products.

This approach to pricing health care naturally leads to widespread price discrimination because insurers with a
large market share in a local market usually can bargain for lower prices than can insurers with smaller market
shares. Furthermore, unless they are very poor and qualify for charity care or steep discounts, uninsured Americans
frequently are billed the highest prices and chased for payment by bill collectors, sometimes by methods that would
shock citizens of other countries (Missouri School of Journalism, 2011).

Some 16% of the US population, about 50 million Americans, are uninsured at any point in time, although
only about half of them for longer periods exceeding 1year (Congressional Budget Office, 2003). Millions
more Americans have shallow insurance that visits large out-of-pocket payments on them when serious
illness strikes.

The prices negotiated between private insurers and providers in the USA traditionally have been treated as
proprietary trade secrets and generally have not been accessible to researchers or the public. However, a
glimpse at the degree of price variation can be had in Tables II and III (New Jersey Commission, 2009b).
Table IT shows the prices that one large commercial insurer in California pays different hospitals for identical
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Table II. Variation in actual payments made by one large commercial health insurer to different hospitals in California, 2008

Appendectomy? CABG"
Hospital A $1800 $33 000
Hospital B $2900 $54 600
Hospital C $4700 $64 500
Hospital D $9500 $72300
Hospital E $13700 $99 800

#Actual payment per case (DRG 167).
Coronary bypass with cardiac catheterization (DRG 107); tertiary hospitals only.
Source: New Jersey Commission on Rationalizing New Jersey Health Care Resources (2009b), Chapter 6, table 6.5.

procedures. Table III shows the prices one large non-for-profit insurer pays different hospitals and physicians in
New Jersey for a colonoscopy. The prices a given hospital or physician receives from different health insurers
in New Jersey are likely to significantly vary as well.

More recently, in June 2011, the government of Massachusetts published a report entitled Price Variations
in Health Care Services (Commonwealth of Massachusetts, 2011). In the executive summary, it is noted that
‘prices paid for the same hospital inpatient services and for physician and professional services vary signifi-
cantly for every service examined. There was at least a three-fold difference for every service and for most,
a variation of six- or seven-fold’ (p. 2). Wide variations in prices for the same service by private insurers have
also been reported for hospitals in Oregon, another one of the very few states that routinely publish such prices
(State of Oregon, 2010).

Some American economists consider the price-discriminatory system developed by private health insurers
as economically superior to Medicare’s cost-based fee schedules. In a recent column published in The Wall
Street Journal (Kessler and Taylor, 2011), for example, Stanford University economists Daniel P. Kessler
and John B. Taylor assert that the system results ‘in better health services for each Medicare dollar because
it uses market prices to allocate resources rather than a government determined fee schedule’. I am not aware
of any empirical research that would support such a broad assertion. Other opponents of Medicare have belit-
tled the program as a ‘dumb price fixer’ (Reinhardt, 2003) and a Soviet-style approach to pricing (Antos, 2010).
It is no little irony, of course , that Medicare’s government-administered prices were imposed on the US health
system by none other than President Ronald Reagan, the living icon of market devotees, and his successor,
President George H.W. Bush (the Elder) (Reinhardt, 2010b).

I personally find it an intellectual challenge for economists to certify the highly price-discriminatory system
begotten by private health insurers in the private market as superior to Medicare’s administered prices on
grounds of either efficiency or fairness (Reinhardt, 2006). In fact, I agree with the remark on that system by
business school professors Michael Porter and Elizabeth Teisberg in their book Redefining Health Care:

‘This administrative complexity of dealing with multiple prices [for the same service] adds costs with no
benefit. The dysfunctional competition that has been created by price discrimination far outweighs any
short-term advantages individual system participants gain from it, even for those participants who currently
enjoy the biggest discounts. The lesson is simple: skewed incentives motivate activities that push costs

Table III. Payments made by one large not-for-profit insurer in New Jersey for colonoscopies performed in hospitals or
freestanding ambulatory survey centers (CSAs): minimum and maximum payment per colonoscopy, 2008

Cost per colonoscopy in network minimum to maximum range

Actual payment made to: Minimum Maximum
Physicians $178 $431
Hospitals $716 $3717
Ambulatory surgery centers $443 $1395
Copyright © 2011 John Wiley & Sons, Ltd. Health Econ. 21: 41-54 (2012)
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higher. All these incentives and distortions reinforce zero-sum competition and work against value creation’
(Porter and Teisberg, 2006)

There may have been a time in US history when price discrimination in health care served mainly charitable
purposes, to make health care accessible to the poor. Kenneth Arrow thought so in his celebrated paper on US
medical care (Arrow, 1963), although earlier Ruben Kessel had argued that profit maximization was the chief
motive (Kessel, 1958). Whatever may have been the case half a century ago, however, there can be little doubt
that, while a few very poor qualifying patients may receive discounts or free care from hospitals today, the cur-
rent price-discriminatory system in the USA appears mainly to help the providers of health care maximize their
collective monetary claim on GDP. In that regard, the system has been very successful (see Figure 2 above).

4. THE COST-SHIFT THESIS: AN OPEN CONFESSION OF PAYERS’ IMPOTENCE

In December of 2010, the American Health Insurance Plans (AHIP), the national association of private health
insurers, published an eye-opening report on the actual prices private insurers paid to hospitals in California and
Oregon (American Health Insurance Plans, 2010). Figures 7 and 8 are based on the data in that report.

That hospitals in Oregon were able to raise their prices thus in a period when the US economy was sliding
into the deepest recession since the Great Depression in the 1930s is astounding and raises the question why
private insurers accepted these price hikes. (Reinhardt, 2011b).

One theory is the one advanced in this paper and elsewhere (Reinhardt, 2011b), namely that in most
market areas in the USA, private health insurers have relatively less bargaining power than do hospitals or
the larger physician groups. The alternative theory, highly popular among insurers, hospitals, and employers,
is that government is the culprit behind the high prices paid by private health insurers (Dobson, 2006). This
‘cost-shift theory’” holds that whenever government insurance programs reduce the ‘reimbursement’ rates (i.e.
prices) they pay the providers of care, hospitals shift any shortfall of public ‘reimbursement’ from their cost of
treating publicly insured patients (Medicare or Medicaid beneficiaries) to private payers who are made to cover
the shortfall by being charged higher prices—in effect, that the government is indirectly raising taxes on the private
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Figure 7. Growth in hospital prices for selected procedures, Oregon, 2005-2009
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Figure 8. Growth in net revenue per hospital admission, California, 2000-2009

sector (Gelfand, 2010). It is assumed to be so even for physicians. Of course, the logical extension of the theory is
that large private insurers with more bargaining power also shift costs to smaller insurers with less market clout and
to middle-class uninsured Americans who, as noted, often are charged the highest prices.

Most economists are skeptics on the cost-shift theory (Morrissey, 1996; Frakt, 2011) because it rests on two
dubious assumptions. First, that there is an externally determined correct cost level of health care that the providers
cannot help but incur and that must be recovered somehow from payers collectively—hence the word ‘reimburse-
ment’ rather than just ‘payment’. (In America, one pays a hotel or a lawyer, but one ‘reimburses’ a hospital or a
doctor.) Second, the cost-shift theory must mean that in bargaining with insurers over prices, hospitals and other
providers charge insurers less than they could and recoup some of that money only when government programs
impose price constraints on providers or, one may add, when the medical arms race with competitors causes
hospitals to install expensive new medical technology, proven or not. It is a peculiar behavioral theory.

Be that as it may, under either theory, private health insurers are depicted as relatively weak bargainers over
prices. That weakness on the payment side offers sobering prospects for the idea to gain better control over the
rising cost of health care by relying on legions of competing private health insurers (see also Okma et al., 2011).

5. CONCLUSION: THE POTENTIAL OF AN ALL-PAYER SYSTEM

Whether or not there is validity to the cost-shift theory, the fact that it is widely believed by decision makers in
the real world leaves public policy makers in a quandary. If they seek to control spending under Medicare and
Medicaid by constraining the prices that these programs pay the providers of health care, they stand accused of
shifting costs to private insurers—of taxing the private sector. On the other hand, if they wanted to avoid this
alleged cost shift, they would have to adopt some average of the widely varying prices paid by private health
insurers. They would then stand accused of letting the Medicare and Medicaid budgets go ‘out of control’. It
leaves one with the question how else prices might be determined in US health care to have better control over
health spending.

One approach would be to operate a single payer system with nationwide, uniform fee schedules, adjusted
only for regional variations in input costs—e.g. ‘Medicare for all’, as this approach is sometimes called in the
political arena. Although the state of Vermont recently voted to adopt a single-payer system for that small state
(Hsiao, 2011), it can be doubted that this approach would soon be politically feasible in many other US states, if
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ever. Besides, unless subjected to global budgets, single-payer systems have had difficulty controlling the
volume of services used, Medicare being a prime example.

A close cousin to a single-payer system would be a multi-payer, all-payer system, such as those operated in
the German Laender (states) and the Swiss Cantons. The payers could include private managed-care insurance
companies with some ability to control utilization. The idea would be that in each state, associations composed
of public and private insurers would bargain collectively with relevant associations of providers over common
fee schedules, within an overall budget constraint dictated by relevant macroeconomic variables—e.g. growth
of GDP or growth of the payroll base—and enforced by government (Reinhardt, 2011b). Such an arrangement
has been called a ‘quasi market’. In the USA, the state of Maryland has for decades successfully operated an all-
payer system, albeit for hospitals only. There prices are not the product of negotiation but set by a well-staffed
cost review commission (Maryland Health Services Cost Review Commission, 2011).

Admittedly, a transition from the current to an all-payer system for all providers of health care in all states
would be challenging, both analytically and politically. It is a topic in its own right and far too large to discuss
in this paper. The challenge undoubtedly will be taken up in the years ahead by US health services researchers
among whom the concept of an all-payer system appears to have growing appeal.

The third alternative would be much greater reliance on market forces, which, according to its proponents,
‘vest ultimate responsibility for cost containment with individuals and families, who have more limited ability
to spend beyond their means than government’ (Kessel and Taylor, 2011). This is the economist’s delicate way
of advocating the rationing of health care substantially by price and the individual’s ability to pay, that is, by
income class—a straightforward language as yet so politically incorrect in the USA that neither any economist
advocating the approach nor any politician would dare use it forthrightly.

A market approach was recently espoused in Republican Congressman Paul Ryan’s proposal to convert
Medicare into a purely defined contribution program (US House of Representatives, 2011). Government would
make a fixed, risk-adjusted, and partially means-tested contribution to that premium, with the average premium
contribution growing over time at only the general consumer price index, rather than the average rate of growth
of health spending, which traditionally has far outpaced the consumer price index (Reinhardt, 2011a). The
Congressional Budget Office has estimated that under this plan, the typical 65-year-old Medicare beneficiary
with average health spending would pay out of pocket for premiums, coinsurance, and deductibles a share
equal to 68% of total annual health spending on that beneficiary (Congressional Budget Office, 2011).

With the Senate and the White House in the hands of Democrats, the Ryan plan has no chance of being
enacted before 2012. The presidential and Congressional election of that year will be a portent of which way
the US health system will meander in the decades ahead.
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